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Abstract 

In the last few decades, the flexible exchange rate has become the predominating policy 
implemented by most countries in the World, except only a few countries who can keep their 
exchange rates fixed. The predominating position can be attributed mainly to Milton Friedman’s 
strong support. What is less known, nonetheless, is a hidden premise that the flexible exchange 
rate policy will help fiscal policy in the sense that only governments who do not manage the 
fiscal policy properly will get ‘punished’ by exchange rate decreases. But as the US-Japan 
experience showed [1], this widely-held assumption is often not realistic. The same experience 
has been observed in other countries too, i.e. that financial liberalization including flexible 
exchange rate often became precursor of financial instability [2], 

While in the past year, in Indonesia for particular, the exchange rate remains stable, it does not 
mean that it would be free from troubles in the future. Therefore it is worthwhile to explore some 
other choices for better exchange rate policy. 

In the present paper will discuss, albeit in somewhat ‘crude’ manner, some long-term approaches 
which have been discussed in the literature, and also not-so conventional approaches which may 
be suitable for short term purposes. 

The basic proposition in the present paper is that we argue in favor of returning to fixed (or 
pegging) exchange rate, but of course it is not realistic to promote this policy for the short-term 
future. Therefore we explore some unconventional alternatives for short-term. It is our hope that 
the proposition would be useful to explore further by the economics policy makers. 



Introduction 



In the last few decades, the flexible exchange rate has become the predominating policy 
implemented by most countries in the World, except only a few countries who can keep their 
exchange rates fixed. The predominating position can be attributed mainly to Milton Friedman’s 
strong support. What is less known, nonetheless, is a hidden premise that the flexible exchange 
rate policy will help fiscal policy in the sense that only governments who do not manage the 
fiscal policy properly will get ‘punished’ by exchange rate decreases. But as the US-Japan 
experience showed [1], this widely-held assumption is often not realistic. The same experience 
has been observed in other countries too, i.e. that financial liberalization including flexible 
exchange rate often became precursor of financial instability [2], 

For instance, a number of economists have revealed a caveat of financial liberalization which 
issue has often been discussed in monetary policy sessions, i.e. studies revealed that 
liberalization is neatly linked and often precedes financial instability. In other words, the magic 
word has now become the peril for the financial-liberalization supporters: [2] 

“Following liberalization, many developing countries found themselves involved in a 
condition of high instability and increasing fragility of their financial systems. Therefore, 
the question arises as to why countries should enact policies that move their financial 
systems from a situation of relative stability to one of potential instability.” 



In a somewhat similar tone, Krugman [1] has summarized the US experience with flexible 
exchange rate during 1980s: 

(a) Exchange rate instability has resulted from reasonable market responses to changes in 
policies -but also from failures in the international financial market (p.77); 

(b) Traditional fear that floating exchange rates will be subject to destabilizing speculation is 
unfortunately supported by the evidence of the 1980s (p.77); 

(c) In his classic defense of floating rates, Milton Friedman argued that exchange markets 
would never be subject to destabilizing speculation per se. 

(d) Nonetheless the fact during 1980s seems to support the argument of Ragnar Nurkse 
instead of M. Friedman. 

These lines of arguments have led P Krugman to promote returning to fixed exchange rate (albeit 
not a radical one, but using a wide ‘ target zone’ approach). According to P Krugman [1] the 
basic yet not often understood premise behind flexible exchange rate is that the government will 
get punishment (in terms of fluctuating exchange rate) in precise proportion to the fallacies in 
their fiscal policies. The actual experience, nonetheless, has shown that the exchange rate can 
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fluctuate very large, without the fiscal policies big error. In other words, there are tendencies that 
exchange rate fluctuations are going on irrespective of fiscal policies. 



With this new insight, we try to look again the conventional exchange rate policy in the 
literature. 



A review of history of Flexible exchange rate, and Long-term policy 

In accordance with Krugman, The Bretton Wood system was created after WWII to restore the 
international monetary system stability, by introducing fixed exchange rate. [1][5] Nonetheless, 
during the course of history, some major countries have found it very difficult to keep their fixed 
exchange rates, which then lead to the gradual acceptance of flexible exchange rate until these 
days. 

In other words, while some economists would agree that fixed exchange rate is the best system, 
but the majority of them would also agree that it is not so realistic to keep the fixed exchange 
rate. Therefore the moderate choice can be a choice, either using ‘pegging exchange rate’ or 
‘target zone’ [1]. These belong to long term policy, which often needs coordination among some 
countries in the same region in order to maintain stability. 

The problems become more adverse in developing countries because various institutional or non- 
institutional factors, including [2]: 

Table 1. Factors affecting exchange rate management in developing countries [2] 



No 


Problems 


Plausible solution(s) 
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Following liberalization, many developing 
countries found themselves involved in a condition 
of high instability and increasing fragility of their 
financial systems. Therefore, the question arises as 
to why countries should enact policies that move 
their financial systems from a situation of relative 
stability to one of potential instability. 
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Lack of independence on the part of regulators is a 
second source of uncertainty. Regulators often fail 
to perform because of the failure of institutions or 
because of political interference. Moreover, 
regulators often find themselves involved in a 
conflict situation between the preservation of the 
system and the interests of atomistic depositors. 
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